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Strategy

Our primary objective is to increase the value of our common stock by increasing reserves, production, and

i
'

!
net cash provided by operating activities. We attempt to reduce our financial risks by dedicating a smailer

1"

portion of our capital to high risk projects, while reserving the majority of our available capital for exploitation,

development drilling and acquisition opportunities. Positions in long-lived oil and natural gas reserves are

given priority over properties that might generate more net cash provided by operating activities in the ed}ly

years of production, but which have shorter reserve lives.

One Year Results — 2005 Compared to 2004 1
!

Production Reserve Value Stock Price Production Replacement
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Components of Our Strategy

Increase stockholder value by growth in reserves, production and net cash provided by operating activities
We have significantly grown our reserve base to 254 MMBOE from 3.2
MMBOE since the end of 2001, at an all-in cost of approximately $8.30 per
BOE. As a result, we have significantly increased our production and net cash

provided by operating activities.

Focus on longer lived oil and natural gas properties with consistent, shallow decline rates
Since 2001, we have lengthened our reserve life index to 16.7 years from
4.7 years based on total proved reserves and to 10.8 years from 3.1 years based

on proved developed reserves.

Expend the majority of our net cash provided by operating activities on lower risk projects
We continued to minimize our cost exposure in 2005 to higher risk projects by
allocating less than 10% of our annual capital budget to exploratory drilling.
Significant portions of our budget are dedicated to lower risk horizontal
gas drilling and hydraulic fracture stimulations, recompletions, waterflood
implementations, well deepenings and reactivations. As we have in the past,
we will continue to use refracs and stimulations in our areas of operation.
These are activities in which we have historically experienced a high degree

of success.

Complement our existing portfolio with core area acquisitions of underexploited assets
We focus our acquisition activities on properties with significant and low
risk opportunities to efficiently increase production, as demonstrated by our
success with our Fullerton, Diamond M, Carm-Ann/N. Means, and Harris

property additions.
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Fellow Stockholders:

2005 was a record breaking year. Our team was highly effective in their precise

execution of the new strategy adopted by Parallel in June 2002.

In 2002, we explained the steps we were going to implement to shift the focus
of our company from “exploration” to “acquire and exploit.” Management has
steadfastly maintained a strong commitment to stay the course and execute our

plan. In fact, we did exactly what we said we would do.

In 2002, we began acquiring and exploiting strategic assets and have continued
to carry out our strategy each year. Our technical expertise and execution of the
plan are two factors which have contributed to the increase of our stock price
from $2.85 in June 2002 to $17.01 at the end of 2005, our highest stock price in
the Company’s twenty-six year history. After our common stock offering of 5.75
million shares on February 9, 2005 at $5.27 per share, the Company’s stock price

increased 223% at year end 2005.

When comparing 2005 to 2004, oil and gas revenues increased 85% to $66.1
million, net of $12.3 million of hedge payments, and net cash provided by
operating activities increased 104% to $37.1 million, of which $14.0 million
was realized in the fourth quarter. Production increased 29% to 1.52 million
barrels of oil equivalent (BOE). This increase in production is the result of our

2005 capital investment in the development of our portfolio of projects.

We invested $77.4 million in our oil and gas acquisitions, exploitation and
development in 2005, including $11.8 million that was invested in unproved
property acquisition costs. Capital investments were funded with $37.1
million of net cash provided by operating activities, $28.0 million of proceeds
from our common stock offering, and the balance through the utilization of

our credit facilities.

During 2005, we added approximately 5.22 million BOE of new proved reserves

for an approximate cost of $12.50 per BOE, excluding unproved property costs.
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Our four-year, all-in, finding and development cost has been approximately
$8.30 per BOE compared to the industry average of approximately $10 per
BOE. The 5.22 million BOE of reserves added, compared to the 1.52 million
BOE of reserves produced, represents a production replacement of 342%.

Simply stated, we added 3.42 new BOE for each BOE produced in 2005.

Compared to 2004, the Company’s proved reserves increased 17% to 25.4
million BOE. Of these proved reserves, 65% were proved developed, 83%
were primarily oil, and 86% were operated by Parallel. The Company’s
Standardized Measure of Discounted Future Net Cash Flows increased 75%
to $361 million. Our year-end 2005 price per barrel of oil increased 40% to
$61.04, and the year-end 2005 price per million cubic feet (Mcf) of natural gas
increased 53% to $9.43.

2006 Game Plan

Our 2006 game plan is primarily focused on our tv%o resource gas projects: the
New Mexico Wolfcamp and the North Texas Barﬁett Shale, which are in the
early stages of developrjnent. Low-risk, long-life oil projects in the Permian
Basin of West Texas are the cornerstone of our portfolio. The project portfolio
will continue to be developed in 2006 by the same team of professionals who

produced the outstanding results of 2005.

During 2006, we have budgeted approximately $103.7 million for capital
investments, which does not include capital for the acquisition of producing
properties. This is a $60.0 million increase over the Company’s 2005 capital
investment budget and will be funded out of our net cash provided by
operating activities, which was $37.1 million in 2005, our $175.0 million credit

facilities and non-strategic asset divestitures.
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On a project basis, we expect to invest approximately $66.6 million, or 64%,
of our $103.7 million 2006 capital investment budget in our New Mexico
Wolfcamp and North Texas Barnett Shale gas projects. Of this $103.7 million,
we have allocated $45.5 million to the New Mexico Wolfcamp, $21.1 million
to the North Texas Barnett Shale, $28.6 million to the Permian Basin, and $8.5

million to our other projects.

On an operational expenditure basis, approximately $76.4 million, or 74%, of
the 2006 capital investment budget is expected to be invested in the drilling
and completion of an estimated 117 gross, or 66 net, wells. Approximately
$4.4 million is expected to be invested in 30 gross, or 23 net, workovers,
recompletions and lease equipment. Additionally, $12.6 million is designated
for leasehold and 3-D seismic, $8.0 million for pipeline construction, and $2.3

million for lease maintenance and capitalized overhead.

In 2006, we expect to achieve continued growth in reserve volumes, production,
and operating margins, while maintaining a strong balance sheet. As we have
stated since 2002, our primary goal is to increase the intrinsic value of our
common stock. Based on early results, as discussed in our March 14, 2006

Operations Update press release, we expect another record-breaking year

in 2006.
Sincerely,
P\ 5
Larry C. Oldham Thomas R. Cambridge
President & CEO Chairman

April 24, 2006
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Financial Highlights

As described under “Financial Statement Restatement” beginning on Page 4 of the Form 10-K and as further disclosed in Note 18 on page 108
[F-29] in the notes to the consolidated financial statements, we restated our financial statements for the year ended December 31, 2004 and other
financial information including quarterly information for the quarters ended September 30, June 30 and March 31 of 2005 and the quarters

ended December 31 and September 30 of 2004.

In the table below, we provide you with selected historical financial data. We have prepared this information using the audited consolidated
financial statements for the five-year period ended December 31, 2005. It is important that you read this data along with our consolidated
financial statements and related notes, and “Mahagement’s Discussion and Analysis of Financial Condition and Results of Operations”
under Itern 7 on page 37 of the Form 10-K. The selected financial data provided are not necessarily indicative of our future results of operations

or financial performance.

Year ended December 31, (in thousands, except per share and per unit data) 2005 2004 2003 2002 20019
Consolidated Income Statements Data: (restated) :
Operating revenues $ 66,150 $ 35,837 $ 33,855 $ 12,106 $ 17,840
Operating expenses $ 33,085 $ 23,571 $ 21,138 $ 11,250 $ 28,405
Income (loss) before cumulative effect 1
of change in accounting principle $ (1,589 § 2271 $ 7,664 $ 18,701 $ (4,708)
Net income (loss) $ (1,589 § 2271 $ 7602 $ 18,701 $ (4,708)
Cumulative preferred stock dividend $ (271) $ (572) $ (580) $ (585) $ (585)
Net income (loss) available to common stockholders $ (1,860) $ 1,699 $ 7,022 $ 18,116 $ (5292)
Net income (loss) per common share before cumulative ‘ 3
effect of change in accounting principle
Basic $ (06 $ 007 $ 033 $ 088 $ (0.26)
Diluted $ (0.06) $ 007 $ 031 $ 079 $ (0.26)
Weighted average common stock and common stock
equivalents outstanding
Basic 32,253 25,323 21,264 20,680 20,458
Diluted 32,253 25,688 124,175 23,549 20,458
Cash dividends - common stock $ — $ — $ — $ — $ —
Consolidated Balance Sheet Data:
Total assets $ 253,008 $170,671 $118,343 $102,351 $ 41,760
Total liabilities $163,506 $ 110,677 $ 57,111 $ 56,852 $ 15446
Long-term debt, less current maturities $ 100,000 $ 79,000 $ 39,750 $ 45,604 $ 9,600
Total stockholders’ equity $ 89,502 $ 59,994 $ 61,232 $ 45,499 $ 26,314
Consolidated Statement of Cash Flow Data:
Cash provided by (used in)
Operating activities $ 37,118 $ 18,156 $ 19493 $ 1,528 $ 13,383
Investing activities $(84,949) % (69,518) $ (15,494) $ (30,277) $(11,357)
Financing activities $ 49,468 $ 38,765 $ 1567 $ 37,210 § (676)
Operating Data;
Product Sales
Oil (Bbls) 923 729 629 131 138
Gas (Mcf) 3,592 2,690 3,356 2,670 3,266
BOE 1,522 1,177 1,188 576 682
Average sales price
Oil (per Bbl) § 51.78 $ 39.05 $ 2911 $ 2459 $ 2480
Gas (per Mcf) $ 854 $ 58 $ 540 $ 333 $ 441
Proved reserves
Oil (Bbls) 22,091 18,916 12,084 10,271 916
Gas (Mcf) 25,417 16,825 16,271 15,633 13,947

(1) Results include a $31.0 million gain attributable to equit y in income of First Permian, L.P. Results also include noncash charges of
$717,000 on the sale of stock we owned in Energen Corporation, $509,000 for the change in fair value of derivatives and $440,000 for

the change in fair market value of our crude oil swaps.

(2) Results include noncash charges of $2.2 million in the fiscal quarter ended September 30, 2001 and $14.6 million in the fourth quarter
ended December 31, 2001, in each case related to the impairment of oil and natural gas properties incurred in 2001 and primarily a

result of a decrease in year-end reserves and lower oil and natural gas prices.
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Areas of Operations

Utah/Colorado Project

Uinta Basin
Acquired June 2002

New Mexico Gas Project

Eddy and Chaves Counties
Started Summer 2002

Carm-Ann/N. Means Queen

Andrews and Gaines Counties
Acquired 4th quarter 2004
and 1st quarter 2005

Harris San Andres

Andrews and Gaines Counties
Acquired 4th quarter 2005
and 1st quarter 2006

Fullerton San Andres

Andrews County
Acquired December 2002

M Permian Basin oil projects

Il Resource plays

H Onshore Gulf Coast gas projects I Exploration projects

Biamond M Field

Scurry County
Agreement December 2001

Barnett Shale Gas Project

Tarrant County
Started February 2003

Cotton Valley Project

Leon and Freestone Counties
Started December 2003

Cook Mountain Gas

Liberty County
Acquired December 2001

Yegua/Frio/Wilcox Gas

Jackson and Wharton Counties
Acquired November 1994




PARALLEL PETROLEUM 2005 ANNuUAL REPORT [T

Our Oil and Natural Gas Properties

As indicated on the map to the left, we have a diverse portfolio of projects,
including two resource gas plays in North Texas and New Mexico, four Permian
Basin oil projects, two South Texas gas projects and two exploration projects.
Our Barnett Shale resource gas play is located in the Forth Worth Basin of
North Texas, and our Wolfcamp resource gas play is located in the Permian
Basin of New Mexico. The Carm-Ann/N. Means, Harris, Diamond M, and
Fullerton are Permian Basin projects located in West Texas and are primarily
waterflood oil projects. Although we have de-emphasized our activity onshore
the Gulf Coast of South Texas, we continue to have activity in our Yegua/Frio/
Wilcox and Cook Mountain gas projects. Finally, our current portfolio has
two higher risk exploration drilling projects including the Utah/Colorado coal
bed methane gas/ conventional oil and gas and East Texas Cotton Valley Reef
projects. Each of our projects is described in the following pages.

Capital Investment Budget for 2006

Our 2006 capital investment budget for properties we owned at March 1,
2006 is estimated to be approximately $103.7 million. On a geographic basis,
approximately 20% of our projected 2006 capital investment program will be
directed toward development of our North Texas Barnett Shale gas project, 44%
for the Wolfcamp gas project in the Permian Basin of New Mexico, 28% will be
directed toward oil and gas reserves in the Permian Basin of West Texas, 3% to
gas reserves in the Onshore Gulf Coast area of South Texas and in East Texas,
and the remaining 5% to other projects.
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Resource Gas Projects
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Parallel’s two resource gas projects are in early stages of development. Our North Texas Barnett Shale and New
Mexico Wolfcamp gas projects generated approximately 10% of our fourth quarter 2005 daily production, or 463

BOE per day, and represented approximately 5% of our reserve value as of December 31, 2005. We have budgeted

approximately $66.6 million for these two resource gas projects in 2006 for the drilling and completion of 66 new

wells, pipeline construction and leasehold acquisition.

of our 4Q 05 daily production
was realized in the
North Texas Barnett Shale

0

4%

PROVED RESERVE VALUE
at December 31, 2005

20%

2006 CAPEX

North Texas

Barnett Shale Gas Project
Tarrant County
Non-Operated Property, 36.4% Base Working Intere‘st
Our Barnett Shale gas project is located east of downtown Ft. Worth, in Tarrant
County, Texas, between the Newark East Barnett |Shale gas field to the north in
Tarrant County and the Cleburne Barnett Shale gas field to the south in Johnson
County. Our current leasehold position in the project is approximately 11,500 gross

(4,200 net) acres. Our base working interest in the project is approximately 36.4%.

Our development of the Barnett Shale gas project began in the first quarter of
2005, accelerated in the third quarter, and is now in full swing. By March 14,
2006, our Barnett Shale gas project had 7 wells on production. The 7 wells were
producing at a combined rate of approximately 24,000 gross Mcf of gas per day,
or 3,994 gross BOE per day, which is 1,156 net BOE per day, including 240 net
BOE per day associated with Parallel’s recent acéuisition of an additional 8.4%
working interest in the project. The average daily producing rate from each of
these 7 wells, as of March 14, 2006, ranged from a low of 1,000 gross Mcf to a high
of 9,350 gross Mcf of gas per day. |

At March 14, 2006, this project had 9 other wells in xj/arious stages of pre-production
operations. We estimate that it currently takes less than 30 days to drill and case a
Barnett Shale well and have it ready to be frac’d into sales. The Company budgeted
approximately $21.1 million for the project in 2006/ for the drilling and completion
of 18 new wells, pipeline construction and leasehold acquisition, which does not
include the increased 2006 capital expenditures that resulted from the additional
interests acquired in this project late in the first queirter of 2006.
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Well Fracture Technology

ceeep
Pipeline Revenue

7,000 verical -

~4,200° horizontal

s i)

Our Team continues to tweak the hydraulic fracture completion technology in
our Barnett Shale horizontal gas project. We have determined that there is a direct
relationship between the length of the lateral and the initial production rates of
the wells. Basically, longer laterals provide for more frac stages, which result in
increased initial producing rates. We have also learned that situating the laterals
of two adjacent wells parallel to each other allows for simultaneous, sequential
fracture stimulations of the wells. We recently drilled two adjacent wells with
horizontal laterals of approximately 4,000 feet in length, with the laterals situated
approximately 1,200 feet apart and running parallel to each other. These two
adjacent wells were fracture stimulated simultaneously, each sequentially, with a
total of four frac stages per well, as shown in the illustration above. The results
of these first two wells completed with this method of fracture stimulation were
very encouraging. They began producing at initial rates of approximately 9,000
and 6,000 Mcf of gas per day, or approximately 590 BOE per day net to Parallel.
We continue to explore opportunities to minimize costs and improve performance
on this early-stage project.

Right: Barnett Shale gas wells
that are only 30 feet apart on
the surface can be completed
with simultaneously frac'd
horizontal sections that are
hundreds of feet apart below
the surface, as depicted in the
illustration above.






BraTRIOTHY




PARALLEL PETROLEUM 2005 ANNUAL REPORT

of our 4Q 05 daily production
was realized in the

New Mexico Wolfcamp
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Left: The Patriot #1 drilling
rig is at work in our New
Mexico Wolfcamp gas project.
We plan to drill 48 horizontal
wells in the project in 2008.

Permian Basin of New Mexico

Wolfcamp Gas Project

Eddy and Chaves Counties ‘

Our Wolfcamp gas project is located in Eddy and Chaves counties in the Permian
Basin of New Mexico. The project consists of three areas of mutual interest (AMI's)
in which the primary target is the Wolfcamp formation at a depth of approximately
5,000 feet. As of March 14, 2006, Parallel’s leasehold position in the project was
approximately 149,000 gross (44,000 net) acres, combined, in Areas 1, 2 and 3.

Activity in the Wolfcamp gas project continues 'to accelerate. Techniques and
procedures utilized in the project will continue to be refined, based on available
information derived from each of the three areas. Based upon the results thus
far, we believe this project has the potential to become a multi-well, long-life gas
project that will be developed over the next three to five years. Initially, wells
are being drilled on 320-acre spacing. As discussed below, 4 of our non-operated
wells have now been drilled and completed on 160-acre spacing. After sufficient
performance data has been evaluated, we anticipate that down-spacing may
prove to be a viable option, and we are orienting our initial development to
accommodate future 160-acre down-spacing. ‘

As of March 14, 2006, we had participated in a total of 25 horizontal wells in our
Wolfcamp gas project. Four were operated wells in Areas 2 and 3, and 21 were non-
operated wells in Area 1. Twelve of the 25 wells were flowing to sales, 4 wells were
being completed, 5 wells were awaiting completion, 1 workover was in progress,
and 3 wells were drilling. The 12 producing wells are located in Area 1 and were
flowing to sales at a combined rate of approximately 10,400 gross Mcf of gas per
day, or 1,733 gross BOE per day, which is 200 BOE per day net to Parallel.

We anticipate participating in the drilling of approeximately 48 horizontal wells in
our New Mexico Wolfcamp gas project during 2006. We will operate twenty-four
of the wells in Areas 2 and 3, and twenty-four wells in Area 1 will be non-operated.
We budgeted approximately $45.5 million for the project in 2006 to fund the drilling
and related leasing and infrastructure activity. "

New Mexico Wolfcamp Gas Project - Area 1

Non-Operated AMI, 8.5% Base Working Interest

Area 1 of our Wolfcamp gas project consists of approximately 63,000 gross
(4,600 net) acres. Parallel’s base working interest in this non-operated AMI is
approximately 8.5%.

In the first quarter of 2006, two non-operated wells were drilled in Area 1 as
160-acre offsets to two initial wells that were drilled in 2005. The two offset wells
flowed at a combined initial rate of approximately 4,950 gross Mcf of gas per day,
or 820 BOE per day, which is 77 BOE per day net to Parallel. The average initial
test rate from each of the 2 initial and 2 offset wells ranged from a low of 1,450
gross Mcf to a high of 4,980 gross Mcf of gas per day.

As of March 14, 2006, one other well was flowing at an initial rate of approximately
1,750 gross Mcf of gas per day, or 292 BOE per day, which is 48 BOE per day net
to Parallel. Two wells had been tested at initial rates of 2,600 and 3,051 gross Mcf
of gas per day, respectively, or 942 gross BOE per day, combined, which is 64 BOE
per day net to Parallel. Both wells were shut-in awaiting pipeline connection. At
March 14, 2006, we had 7 more wells underway in the area, of which 3 were being
completed, 2 were awaiting completion, and 2 were drilling.
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New Mexico Wolfcamp Gas Project ~ Area 2

Operated AMI, 85.0% Base Working Interest

Area2is contiguoustoArea 1, is operated by Parallel, and consists of approximately
77,000 gross (35,000 net) acres. Our base working interest in this operated AMI is
approximately 85.0%.

We initiated well operations on the Seabiscuit No. 1 vertical well in the second
quarter of 2005 with the re-entry of a plugged and abandoned well to determine
the economic viability of properly stimulated vertical wells and to collect basic
data for utilization in horizontal well design. At March 14, 2006, this well was still
shut-in awaiting pipeline connection. Qur first two horizontal wells in this area,
the Affirmed No. 1H and the Seabiscuit No. 2H, were awaiting completion, and
the third well, the Dash For Cash No. 1H, was drilling. We were also in the process
of preparing to install our own treating plant and pipeline to gather, process and
transport gas in Area 2.

New Mexico Wolfcamp Gas Project — Area 3

Operated AMI, 85.0% Base Working Interest

Area 3 is located within the original confines of Area 1 and is operated by Parallel.
We have been actively increasing our leasehold position in this area, which
consisted of approximately 9,000 gross (5,000 net) acres at March 14, 2006. Our
base working interest in this operated AMI is approximately 85.0%.

Our first horizontal well in Area 3 had been drilled and was awaiting completion
as of March 14, 2006. We expect services to become available for completion of
this well during the second quarter of 2006. We own an approximate 50% working
interest in this operated well.

Left: A drilling crew adds a
joint of drill pipe to a well as
it is drilled in our New Mexico
Wolfcamp gas project.

Right: Work continues
around the clock in our
accelerated New Mexico
Wolfcamp gas project.
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Permian Basin of West Texas

Our projects in the Permian Basin of West Texas are in close proximity to our Midland, Texas headquarters and
are primarily waterflood oil projects. These projects generated approximately 59% of our fourth quarter 2005 daily
production, or 2,914 BOE per day, and represented approximately 85% of our reserve value as of December 31,
2005. Our 2006 capital investment budget designates $28.6 million for the drilling and completion of 44 new wells,
30 workovers, equipment, pipeline construction, seismic and leasehold acquisition in our Permian Basin projects.

Carm-Ann San Andres Field/N. Means Queen Unit

Andrews & Gaines Counties, Texas

Operated Property, 77.0% Working Interest

The acquisition of this property, which occurred in late 2004 and early 2005,
established a new core operating area that is located within 50 miles of our
headquarters. Initial development of these properties began in March 2005 with the
drilling of 16 in-fill San Andres wells and one Queen well. The success of the 2005
drilling program prompted us to budget additional activity for 2006 and to acquire
the adjacent Harris field, which is discussed on page 21. The Carm-Ann/N. Means
properties generated approximately 11% of the Company’s fourth quarter 2005
daily production, or 554 BOE per day, and represented approximately 13% of our
reserve value as of December 31, 2005.
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The $5.0 million budgeted to the Carm-Ann/N. Means project in 2006 is earmarked
for the drilling and completion of 11 new wells and the workover of 9 existing
wells. All 11 of the new wells will be situated on injection well locations and will be
converted from oil producers to water injection service at the appropriate time. The
2006 drilling activity in Parallel’s Carm-Ann field began on December 28, 2005. As
of March 14, 2006, the Company had drilled eight wells, averaging approximately
eight days from spud to rig release on each well. Four of the new wells had been
completed and were on pump testing at an estimated combined rate of 320 gross
BOE per day, or 190 BOE per day net to Parallel. The other 4 new wells were
awaiting completion. Drilling was underway on the ninth well. Two wells remained
to be drilled to complete the 11-well drilling package. Parallel is the operator of this
property with an average working interest of approximately 77%.

Harris San Andres

Andrews & Gaines Counties, Texas

Operated Property, 90.0% Working Interest

In the fourth quarter 2005 and first quarter 2006, we acquired the Harris San
Andres properties. The project includes approximately 6,100 gross (5,490 net)
acres, is approximately one mile from our Carm-Ann assets, and will be integrated
into our Carm-Ann base of operations.

This recently acquired project generated approximafely 1% of the Company’s fourth
quarter 2005 daily production, or 55 BOE per day, and represented approximately 8%
of its reserve value as of December 31, 2005. At Maﬂch 14, 2006, net production from
this project was approximately 400 BOE per day, ihcludmg the additional interest
acquired on January 12, 2006. We budgeted approximately $11.1 million for the Harris
San Andres project in 2006 for the drilling of 23 wells and 4 workovers. Parallel is the
operator of these properties with an average working interest of approximately 90%.
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Diamond M Canyon Reef Unit

Scurry County, Texas

Operated Property, 66.0% Working Interest

The Diamond M Canyon Reef Unit consists of approximately 5,800 gross (3,800
net) acres. The Canyon Reef interval ranges in depth from 4,000 feet to 6,950 feet.
The Unit is located between the SACROC Unit to the north and east and the
Sharon Ridge Unit to the south. The SACROC and Sharon Ridge Units were both
discovered in 1948 and have produced in excess of 1.3 billion barrels of oil and
250 million barrels of oil, respectively. The Diamond M Canyon Reef Unit was
also discovered in 1948 but was historically a neglected property and is, therefore,
immature in comparison to the SACROC and Sharon Ridge Units. This is the
highest potential oil target in our portfolio of projects.

The Diamond M Canyon Reef project generated approximately 7% of our fourth
quarter 2005 daily production, or 339 BOE per day, ard represented approximately
9% of our reserve value as of December 31, 2005. 2006 activity in our Diamond
M Canyon Reef project has revolved primarily around the acquisition of a new
3-D seismic survey. The survey is somewhat unique in that it will acquire both
pressure-wave (P-wave) and shear-wave (S-wave) data, and we anticipate that it
will provide more detail and better compartmental imaging than a “typical” 3-D
seismic survey. By March 14, 2006, the P-wave acquisition was complete, and the
S-wave acquisition had begun.

We have budgeted approximately $8.3 million for the project in 2006 for the
acquisition of the new 3-D seismic survey, the drilling of 6 new wells, and the
continuation of the deepening program with 12 additional workovers. Parallel is the
operator of these properties with an average working interest of approximately 66%
above the contractual base volumes associated with the Company’s work-to-earn
arrangement with Southwestern Energy Company (NYSE: SWN). As of March 14,
2006, we had drilled the first 2 of the six new wells budgeted for the year. One well
was on pump at an initial test rate of 300 gross barrels of oil per day, or 171 BOE per
day net to Parallel. Completion operations were in progress on the second well. We
anticipate that the remaining four new wells will be drilled later in the year, after
processing and interpretation of the 3-D seismic survey is completed.



Above: A drilling crew
completes a well in our
Diamond M project.

Diamond M Shallow Leases

Scurry County, Texas

Operated Property, 66.0% Working Interest
The Diamond M Shallow is comprised of eight shallow leases located within the
confines of the larger Canyon Unit. These leases| comprise approximately 1,740
gross (1,150 net) acres in the Glorieta, Clearfork and Wichita Albany intervals,
which range in depth from 2,450 feet to 4,000 feet. The Diamond M Shallow
property generated approximately 1% of the Company’s fourth quarter 2005 daily
production, or 66 BOE per day, and represented approximately 10% of its reserve
value as of December 31, 2005. ‘

During 2004, we drilled 12 producing well locations and 18 water injection well
locations in the project. It is our practice to produce the injection well locations for
a period of time to condition the formation for injection and to improve economic
return. All but two of the 18 wells were converted to injection service during
2005. As of March 14, 2006, we were monitoring flood response. We will resume
development, once satisfactory response is observed. We budgeted approximately
$200,000 for the project in 2006 for general maintenance and workovers, pending

- waterflood response. Parallel is the operator of these properties with an average

working interest of approximately 66% above the contractual base volumes
associated with the Company’s work-to-earn arrangement with Southwestern
Energy Company.
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Fullerton San Andres Field

Andrews County, Texas

Operated Property, 82.0% Working Interest

Our Fullerton properties are situated on nine contiguous leases containing
approximately 3,640 gross (3,150 net) acres and produce from the San Andres
formation at a depth of 4,400 feet. These properties were initially acquired in
December 2002 and additional interests were acquired in 2004. Development of
this property through the end of 2005 primarily consisted of the re-stimulation of
approximately 80 existing producing wells and the drilling of 19 new producing
wells. We budgeted approximately $1.8 million for the Fullerton project in 2006
for the drilling and completion of 4 new wells and 5 workovers. As of March 14,
2006, this year’s activity had consisted primarily of the re-fracture stimulation of
6 active producing wells, with 3 additional similar workovers were scheduled.
Since we acquired it in late 2002, this project has generated the largest daily
production volumes in our portfolio. It is a legacy asset that will be a long-term
contributor to our net cash provided by operating activities.

This property generated approximately 33% of our fourth quarter 2005 daily
production, or 1,588 BOE per day, and represented approximately 39% of our
reserve value as of December 31, 2005. Parallel owns an 82% average working
interest in these properties.

Other Permian Basin Projects

Various Texas Counties

Operated and Non-Operated Properties, Varying Working Interests

We have a number of properties located in the Permian Basin of West Texas which
have been a part of our portfolio for many years. These properties generated
approximately 6% of our fourth quarter 2005 daily production, or 312 BOE per day;,
and represented approximately 6% of our reserve value as of December 31, 2005. We
budgeted approximately $2.2 million for Other Permian Basin properties in 2006,
primarily for lease and well equipment, well maintenance and capitalized overhead.

One of these properties, the Page E No. 6, was recently re-stimulated. The re-
stimulation, which was performed at a cost of approximately $42,500, has returned
a temporarily abandoned well to producing status. As of March 14, 2006, the gross
initial rate of the well was approximately 285 Mcf of gas per day, or 48 BOE per
day, which is 38 BOE per day net to Parallel. At that test rate, we estimate that the
well will increase total lease production 55%, from just over 500 Mcf of gas per day
to approximately 800 Mcf of gas per day, and payout will occur in less than two
months. Parallel is the operator of the property with a 100% working interest.

Right: Arig is at work in the
drilling of the fifth Wilcox well
in our South Texas gas project.
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Onshore Gulf Goast of South Texas

Yegua/Frio/Wilcox and Cook Mountain Gas Projects

Jackson, Wharton and Liberty Counties

Non-Operated Properties, Varying Working Interests

From 1993 to June 2002, the Onshore Gulf Coast of South Texas was our primary
focus. However, because of the high decline rate and short-lived reserves, we began
decreasing our investment in this area. We changed our business strategy in June
2002 and started re-deploying a majority of the net cash provided from operations
in this area to the acquisition, development and exploitation of longer life oil and
gas reserves. On our “way out the door”, we drilled a successful Wilcox discovery.
Primarily due to our Wilcox wells, the Onshore Gulf Coast of South Texas generated
approximately 31% of our fourth quarter 2005 daily production, or 1,496 BOE per day,
and represented approximately 10% of our reserve value as of December 31, 2005.

As of March 14, 2006, our fifth Wilcox well had been completed and was selling gas
at the rate of approximately 9,000 gross Mcf of gas per day and 150 gross barrels of
oil per day, or 1,650 gross BOE per day, which is 193 BOE per day net to Parallel.
The 5 Wilcox gas wells were producing at a combined rate of approximately 34,600
gross Mcf of gas per day and 570 gross barrels of oil per day, or 6,337 gross BOE per
day, which was 819 BOE per day net to Parallel. At March 14, 2006, the average daily
producing rate from each of these five wells ranged[from a low of 3,000 gross Mcf to
a high of 10,000 gross Mcf of gas per day. Parallel’'s working interest in this project is
approximately 15.9% before payout and approximately 23.8% after payout.

The Company budgeted approximately $2.8 million for the South Texas projects
in 2006 for the drilling and completion of 1 W‘ilcox well and 4 Yegua/Frio/
Cook Mountain wells. At March 14, 2006, a new Cook Mountain well had been

completed. We plan to drill 2 deep Frio wells durilng the second quarter of 2006.

.‘q;’%' P i :
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East Texas

Cotton Valley Reef Gas Project

Leon and Freestone Counties

Non-Operated Property, 13.125% Working Interest

The East Texas Cotton Valley Reef is a 3-D seismic gas project that has a higher risk
profile than the Company’s other projects. The objective is the Cotton Valley barrier
reef facies found between depths of approximately 16,000 and 18,000 feet. The
project consists of approximately 5,000 gross (650 net) acres. This project contributes
minimally to the Company’s current daily production and reserve value.

We budgeted approximately $1.5 million for the Cotton Valley Reef gas project in
2006 for additional leasehold and 1 well that is expected to start drilling during
the second quarter of 2006. Parallel owns an approximate 13.125% working
interest in this project.

Utah/Colorado

CBM (Coal Bed Methane) Gas/Conventional Oil & Gas Projects

Uinta Basin

Operated Property, 100% Working Interest

We own and operate 100% of our Utah/Colorado project and have increased our
leasehold acreage position to approximately 160,000 net acres. This is a multiple
zone project consisting of both oil and gas targets at depths of less than 6,000 feet.
The Utah/Colorado project does not yet contribute to our daily production or
reserve value. We continue to evaluate seismic and geologic data.

We budgeted approximately $4.2 million for this project in 2006 for the drilling
and completion of 1 well and the acquisitions of a 3-D seismic survey and
additional leasehold. Our first test well, the Sunshine Bench No. 2, was drilled
based on historical 2-D seismic and geologic information. The well spudded on
February 18, 2006, was drilled to a total depth of approximately 5,200 feet, open-
hole logged, selectively side-wall cored, and plugged and abandoned. The well
information will be incorporated into the 3-D seismic survey that is currently in
progress. One additional well has been permitted.
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Cautionary Statement Regarding Forward Looking Statements
Some statements contained in this Annual Report on Form 10-K are “forward-looking statements.” These forward
looking statements relate to, among others, the following:

¢ our future financial and operating performance and results;

* our business strategy;

¢ market prices;

¢ sources of funds necessary to conduct operations and complete acquisitions;

¢ development costs;

* number and location of planned wells;

e our future commeodity price risk management activities; and

¢ our plans and forecasts.
We have based these forward-looking statements on our current assumptions, expectations and projections about
future events.
We use the words “may”, “will”, “expect”, “anticipate,” “estimate”, “believe”, “continue”, “intend”, “plan”, “budget”,
“future”, or “reserves” and other similar words to identify forward-looking statements. These statements also involve
risks and uncertainties that could cause our actual results or financial condition to materially differ from our
expectations. We believe the assumptions and expectations reflected in these forward-looking statements are reasonable.
However, we cannot give any assurance that our expectations will prove to be correct or that we will be able to take
any actions that are presently planned. All of these statements involve assumptions of future events and risks and
uncertainties. Risks and uncertainties associated with forward-looking statements include, but are not limited to:

e fluctuations in prices of oil and natural gas;

* demand for oil and natural gas;

* losses due to potential or future litigation;

* future capital requirements and availability of financing;

¢ geological concentration of our reserves;

e risks associated with drilling and operating wells;

¢ competition;

e general economic conditions;

¢ governmental regulations;

¢ receipt of amounts owed to us by purchasers of our production and counterparties to our derivative contracts;

¢ decisions to either enter into derivative contracts or not;

¢ events similar to 911;

* actions of third party co-owners of interests in properties in which we also own an interest;

s fluctuations in interest rates;

* weaknesses in our internal controls; and

* the inherent variability in early production tests.
For these and other reasons, actual results may differ materially from those projected or implied. We believe it is
important to communicate our expectations of future performance to our investors. However, events may occur in

the future that we are unable to accurately predict, or over which we have no control. We caution you against putting
undue reliance on forward-looking statements or projecting any future results based on such statements.

Before you invest in our common stock, you should be aware that there are various risks associated with an investment.
We have described some of these risks in other sections of this Annual Report on Form 10-K and under Item 1a Risk
Factors, beginning on page 21.
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Financial Stalement Restatement

Overview

As announced in our Current Report on Form 8-K filed with the Securities and Exchange Commission on March 14, 2006,
we identified certain derivative transactions that were accounted for improperly. Accordingly, this Annual Report
on Form 10-K for the year ended December 31, 2005 includes detailed disclosures relative to the restatement of our
consolidated financial statements for the year 2004, the third and fourth fiscal quarters in 2004, and the first three fiscal
quarters of 2005 to correct the errors in accounting for derivative transactions during those periods as identified by us.
We did not identify any such errors in periods prior to June 30, 2004.

This restatement had the following effect on net income (loss) in the applicable periods:

Year Ended Quarter Ended

December 31, March 31, June 30, September 30,
(dollars in thousands) 2004 2005 2005 2005
Net income (loss) as previously reported $ 5,585 $ (550) $ 1,453 $ 8,587
Adjustments to net income (3,314) (10,154) (2,699) (6,598)
Restated net income (loss) $ 2271 $(10,704) $(1,246) $1,989

The restatement had the following effect on the consolidated statement of cash flows for the nine months ended
September 30, 2005.

As previously As

reported Adjustment Restated

Net cash provided by operating activities $ 19,112 $ 4,022 $ 23,134
Net cash used in investing activities $ (34,680) $ (4,022) $(38,702)

We have not amended and do not intend to amend our previously filed Annual Reports on Form 10-K or our Quarterly
Reports on Form 10-Q for the periods affected by the restatement that ended prior to March 31, 2005. For this reason, the
consolidated financial statements, reports of our independent registered public accounting firm and related financial
information for the affected periods contained in any other reports on periods prior to March 31, 2005 should no longer
be relied upon. In light of the restatement, readers should no longer rely on our audited financial statements and other
information for the fiscal year December 31, 2004 and our unaudited financial statements and other information for the
quarters ended September 30 and December 31, 2004, and the quarters ended March 31, June 30, and September 30,
2005 (including management’s evaluation of internal controls, and disclosure controls and procedures).

History of the Derivatives Issue

As a part of the preparation of our financial statements for the year ended December 31, 2005, we undertook a review
of our accounting for oil and gas and interest rate derivatives. We use derivative instruments as a means of reducing
financial exposure to fluctuating oil and gas prices and interest rates. We included changes from period to period in the
fair value of derivatives classified as cash flow hedges (“Hedges”) as increases and decreases to Accumulated Other
Comprehensive Income (“AOCI”) as allowed by Statement of Financial Accounting Standards No. 133, “Accounting
for Derivative Instruments and Hedging Activities” (“FAS 133”). This Hedge accounting treatment is allowed for certain
derivatives, including the types of derivatives used by us to reduce exposure to changes in oil and gas prices associated
with the sale of oil and gas production and interest rates. In order to qualify for Hedge accounting treatment, specific
standards and documentation requirements must be met. We believed that we met those requirements and that our
derivative accounting treatment was permitted under FAS 133. However, after a review of the applicable derivative
accounting rule, and our accounting policies and procedures related to our derivative hedging, management determined
that certain of our derivatives did not qualify for Hedge accounting under FAS 133. Specifically, management determined
that documentation of the relationship of hedged items and the derivative instruments being employed and designated
as hedges was insufficient for derivative instruments entered into during periods subsequent to June 30, 2004, and that
accounting for derivative instruments entered into during periods subsequent to June 30, 2004 as cash flow hedges
was, therefore, inappropriate. Management of the Company reported its determination to the Audit Committee.
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During the review and its determination, management reported its progress to the Audit Committee, BDO Seidman,
LLP and to the Board of Directors. On the basis of its analysis and determination, management recommended to the
Audit Committee and the Board of Directors on March 8, 2006 that previously reported financial results for the year
ended December 31, 2004, the last two fiscal quarters of 2004, and the first three fiscal quarters of 2005 should be
restated to reflect the correction of these errors. The Audit Committee agreed with this recommendation. Pursuant to
the recommendation of the Audit Committee, the Board of Directors determined at its meeting on March 8, 2006 that
our previously reported financial results be restated to correct the errors in the accounting for derivatives. In light of
the restatement, the Board of Directors also determined that the financial statements and other information containing
the errors should no longer be relied upon.

Effects of the Restatement

The following tables set forth the effects of the restatement relating to the derivatives transactions for which the accounting
was determined to be in error. The periods affected by these errors were the year ended December 31, 2004, the quarters
ended March 31, June 30 and September 30, 2005, and the quarters ended September 30 and December 31, 2004.

Year Ended
(in thousands) December 31, 2004
Income (expense) amounts:
Disqualification of the use of hedge accounting for certain derivative transactions $(5,021)
Provision for income taxes 1,707
Net decrease in reported net income and net income available to common shareholders $(3,314)
Per share amounts:
Basic, as previously reported $ 020
Adjustment (0.13)
Basic, as restated $ 007
Diluted, as previously reported $ 020
Adjustment (0.13)
Diluted, as restated $ 0.07
Quarter Ended
March 31, June 30, September 30,

(in thousands) 2005 2005 2005 Total
Income (expense) amounts:
Disqualification of the use of hedge accounting

for certain derivative transactions $(15,385) $(4,090) $(9,996) $(29,471)
Provision for income taxes 5,231 1,391 3,398 10,020
Net decrease in reported net income and

net income available to common shareholders $(10,154) $(2,699) $ (6,598) $(19,451)
Per share amounts:
Basic, as previously reported $ (002 $ 004 $ 025 $ 027
Adjustment {0.36) (0.08) (0.19) (0.63)
Basic, as restated $  (0.38) $ (0.04) $ 0.06 $ (0.36)
Diluted, as previously reported $ (0.02) $ 004 $ 025 $ 027
Adjustment {0.36) (0.08) (0.19) (0.63)
Diluted, as restated $ (0.38) $ (0.04) $ 0.06 $ (0.36)
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Quarter Ended
September 30, December 31, »
(in thousands) 2004 2004 Total
Income (expense) amounts:
Disqualification of the use of hedge accounting for certain derivative transactions $(4,417) $(604) $(5,021)
Provision for income taxes 1,502 205 1,707
Net decrease in reported net income and net income available to common shareholders $(2,915) $(399) $(3,314)

Per share amounts: :
Basic, as previously reported $ 0.04 $0.07 $ 01

Adjustment (0.12) (0.01) (0.13)
Basic, as restated $ (0.08) 30.06 $ (0.02)
Diluted, as previously reported $ 004 $0.07 $ 011
Adjustment (0.12) {0.02) (0.14)
Diluted, as restated % (0.08) $0.05 $ (0.03)

The restatement had the following effect on the consolidated statement of cash flows for the nine months ended
September 30, 2005.

As previously As

reported Adjustment Restated

Net cash provided by operating activities $ 19,112 $ 4,022 $ 23,134
Net cash used in investing activities $ (34,680 $ (4,022) 3 (38,702)

Amended and restated financial and other information can be found in the following sections of this Annual Report
on Form 10-K:

Ttem 6

Item 7

Item 8 - See Note 18 to the consolidated financial statements

Item 9A
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PART I

Item 1. Business

About Qur Company

Paralle]l Petroleum Corporation, or “Parallel” and its subsidiaries are engaged in the acquisition, development and
exploitation of long life oil and natural gas reserves and, to a lesser extent, the exploration for new oil and natural gas
reserves. The majority of our current producing properties are in the:

¢ Permian Basin of west Texas and New Mexico;
e Fort Worth Basin of north Texas; and
* The onshore gulf coast area of south Texas.

In addition, we are actively evaluating, leasing, drilling and preparing to drill on two other projects located in the
Cotton Valley Reef trend of east Texas and the Uinta Basin of Utah.

In 2005, we spent approximately $77.4 million on oil and gas related capital expenditures, an increase of approximately
14% over that expended in 2004 (See Note 3 to the consolidated financial statements). This amount includes
approximately $20.8 million of acquisition costs for the Harris San Andres properties we acquired in November
2005. In January 2006 we acquired additional interests in the Harris San Andres properties for a net purchase price of
approximately $23.4 million.

Throughout this report, we refer to some terms that are commonly used and understood in the oil and gas industry.
These terms are:

* Bbl or Bbls  barrel or barrels of 0il or other liquid hydrocarbons;

* Bef billion cubic feet of natural gas;

* BOE equivalent barrel of oil or 6 Mcf of natural gas for one barrel of oil;
¢ MBbls thousand barrels of oil or other liquid hydrocarbons;

* MBoe thousand barrels of oil equivalent;

* MMBbls million barrels of oil or other liquid hydrocarbons;

* MMBoe million barrels of oil equivalent;

* MMBtu million British thermal units;

® Mcf thousand cubic feet of natural gas; and
* MMcf million cubic feet of natural gas.

Parallel was incorporated in Texas on November 26, 1979, and reincorporated in the State of Delaware on
December 18, 1984.

Our executive offices are located at 1004 N. Big Spring, Suite 400, Midland, Texas 79701. Our telephone number
is (432) 684-3727.

Available Information

You may read and copy any materials we file with, or furnish to, the Securities and Exchange Commission at the
SEC’s public reference facilities at 100 F Street, N.E., Room 1580, Washington, D.C. 20549. You may obtain information
on the operation of the public reference facilities by calling the SEC at 1-800-SEC-0330. The SEC maintains a website
(http:/ /www.sec.gov) that contains reports, proxy and information statements, and other information regarding
issuers, including Parallel, that file electronically with the SEC.

Our website address is http://www.plll.com. Information on our website or any other website is not incorporated by
reference into this Annual Report on Form 10-K and does not constitute a part of this Annual Report on Form 10-K.
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We make available free of charge on our Internet website our annual reports on Form 10-K, quarterly reports on Form
10-Q, current reports on Form 8-K, and amendments to those reports filed or furnished pursuant to Section 13(a) or
15(d) of the Securities Exchange Act of 1934 as soon as reasonably practicable after we electronically file such material
with, or furnish it to, the SEC.

We will provide electronic or paper copies of our SEC filings free of charge upon request made to Cindy Thomason,
Manager of Investor Relations, cindyt@plll.com, 1-800-299-3727.

Developments in 2005; 2006 Capital Budget

On February 9, 2005, we sold 5,750,000 shares of common stock, $.01 par value per share, in a public offering at a price
of $5.27 per share. Gross proceeds were $30.3 million, and net proceeds were approximately $27.7 million. The common
shares were issued under our $100.0 million universal shelf registration statement on Form 5-3 which became effective
in November 2004.

On May 4, 2005, we called for the redemption of all 950,000 outstanding shares of our privately held 6% Convertible
Preferred Stock. As permitted under the terms of the preferred stock, all of the holders of the preferred stock elected
to convert their shares of preferred stock into shares of Parallel’s common stock based on the conversion rate of $10.00
divided by $3.50. Therefore, the holders of the preferred stock received approximately 2.8571 shares of common
stock of Parallel for each share of preferred stock, together with cash payable with respect to fractional shares and
accumulated and unpaid dividends up to the conversion date. Dividends on the preferred stock ceased to accrue, and
the preferred stock is no longer outstanding from and after June 6, 2005, the date on which all of the preferred stock
was converted.

In November 2005 and January 2006, we effected a series of oil and gas property acquisitions in Andrews and Gaines
Counties, Texas for an aggregate net purchase price of approximately $44.2 million. Cawley Gillespie & Associates,
Inc., our independent petroleum engineers, estimated that these recently acquired properties (excluding the properties
acquired after December 31, 2005) contain aggregate proved reserves of approximately 6.4 MMBoe.

Our 2006 capital investment budget for properties we owned at March 1, 2006 is estimated to be approximately $103.7
million, which includes $12.6 million for the purchase of leasehold and seismic in our areas of activity. The budget will
be funded from our estimated operating cash flows and bank borrowings. The amount and timing of our expenditures
are subject to change based upon market conditions, results of expenditures, new opportunities and other factors.

Proved Reserves as of December 31, 2005
Cawley Gillespie & Associates, Inc., our independent petroleum engineers, estimated the total proved reserves attributable
to all of our oil and gas properties to be 21.2 MMBbls of oil and 25.2 Bef of natural gas as of December 31, 2005.

Approximately 83% of our proved reserves are oil and approximately 65% are categorized as proved developed reserves.

About Qur Strategy and Business

From 1993 until mid 2002, our activities were concentrated in the onshore gulf coast area of south Texas. In June, 2002
we reexamined and revised our business strategy. We shifted the balance of our investments from properties having
high rates of production in early years to properties with more consistent production over a longer term. We now
emphasize reducing drilling risks by dedicating a smaller portion of our capital to high risk projects, while reserving
the majority of our available capital for acquisition, exploitation, enhancement and development drilling opportunities.
Obtaining positions in long-lived oil and natural gas reserves is given priority over properties that might provide more
cash flow in the early years of production, but which have shorter reserve lives. Our risk reduction efforts also include
emphasizing acquisition possibilities over high risk exploration projects.

Since the latter part of 2002, we have reduced the emphasis on high risk exploration efforts and we now focus on
established geologic trends where we can utilize the engineering, operational, financial and technical expertise of
our entire staff. Although we will continue to participate in exploratory drilling activities from time to time, reducing
financial, reservoir, drilling and geological risks and diversifying our property portfolio are the principal criteria in the
execution of our business plan.
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In summary, our current business plan:

¢ focuses on projects having less geological risk;

¢ emphasizes acquisition, exploitation, development and enhancement activities;

¢ includes the utilization of horizontal and fracture stimulation technologies on certain types of reservoirs;
* focuses on acquiring producing properties; and

* expands the scope of our operations by diversifying our exploratory and development efforts,

both in and outside of our current areas of operation.

An integral part of our business strategy includes exploitation and enhancement activities. Exploitation and enhancement
activities include:

* operational enhancements, such as surface facility reconfiguration, and the installation of new
or additional compression equipment;
e workovers;

¢ well recompletions;

behind-pipe recompletions;

refracing (restimulating a producing formation within an existing wellbore to enhance production
and add reserves);

¢ installation of injection wells and related facilities;
* development well drilling (infill drilling);
* cost reduction programs; and

¢ secondary recovery operations, including waterfloods.
. Y

When we initiate exploitation and enhancement activities on our existing producing properties, we first establish and
maintain an ongoing program of oil and gas well reviews with the objective of maximizing the output of existing wells.
Oil and gas wells usually generate th